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Abstract
The link between government size, the tax burden and private investment was assessed in the paper. Following research methods 
were used: the systemic, logical and comparative analysis of scientific literature, the descriptive statistics analysis, hierarchical 
cluster analysis, correlation analysis. The empirical analysis focuses on the data of the European Union (EU) countries. The study 
covers 2003 – 2012 years. The cross–sectional data is used.
The research results showed that government size and the tax burden cannot be treated as the only detrimental factors for private 
investment. In the further research, the aspects of quality of the government and the government spending effectiveness should be 
included into the analysis.
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Introduction
Private investment is the main driver of economic growth in the long run and it strengthens the country’s 
competitiveness in the global market. $FFRUGLQJ WR 6LQHYLþLHQơ (2015), a high tax burden and an inadequate tax 
structure may determine the lower growth of country’s economic development and cause the weak growth of 
investment in the country. The tax burden may have a direct as well as an indirect impact on the private investment. 
According to Abuselidze (2012), the tax burden influences production technologies, effective usage of resources and 
production capacity. These factors have a direct impact on investment level. However, according to Abuselidze 
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(2012), the change in the tax burden influences government tax revenue that could be used to stimulate economic 
activity. The level of the tax burden is determined by government size. Barrios & Schaechter (2008)
argue that, when the public sector is very small, higher economic growth in the long-run can be achieved 
through the provision of public goods that increases the marginal productivity of the capital and labour. However, 
the high public sector may cause distortions in the market, the decrease of labour and capital marginal productivity 
and the decline of economic growth. Nuta (2008) argues that the increase of taxes reduces not only the private sector 
funds for productive activities, but the redistribution of funds reduces the incentives to work, save and invest. 
Despite these conclusions, there is a lack of empirical research dealing with the nexus between government size, the 
tax burden and private investment as a complex phenomenon. Therefore, it is very important to assess whether high 
government size and the tax burden are not harmful to the private investment. The purpose of the paper – to assess 
the link between government size, the tax burden and private investment. The research object: the relationship 
between government size, the tax burden and private investment. The following research methods are used: the 
systemic, logical and comparative analysis of scientific literature, the analysis of statistical data, descriptive 
statistics, hierarchical cluster analysis, correlation analysis. The empirical analysis focuses on the data of the 
European Union (EU) countries.
1. Theoretical considerations
Theoretically, the Laffer and Rahn curves can explain the negative impact of government’s size on the economy 
and private investment, because government’s size of the majority of countries have reached the point where 
government’s size growth could slow down the economic growth. According to the neoclassical growth theory, the 
increasing government size, especially if it is financed by debt, causes private investment crowding 
out effect. Furceri & Sousa (2011a, 2011b) support the view that the decline of government size (government size 
could be measured by expenditure to GDP ratio) could result in growth of capital investment and, at the same 
time, economic growth in the long-run. Mo (2008) finds that government size has a negative overall effect on 
economic growth. Larger government size reduces productivity growth and, in turn, lowers private investment, 
which further reduces economic growth (Mo, 2008).
Cooray (2008) states that the increase in the size of the government can impede growth due to the negative effects 
of taxes on incentives, increased rent-seeking and the crowding out effect of private investment. According to 
6LQHYLþLHQơ  WKH WD[DWLon system should fulfil not only government’s demand, but it should also meet the 
changing needs of society and business. Arnold (2008) argues that the differences in distortions created by different 
taxes may be substantial, and the negative effect of taxes may depend on what exactly is taxed. Therefore, it is very 
important for the state to have well designed, growth-oriented tax system. According to Kremmidas (2010), properly 
used tax policies could create the conditions for stronger economic growth, higher incomes for citizens and higher 
returns for businesses.
There is a general view in the scientific literature that the decrease in taxes leads to the increase in savings and 
economic growth because the private sector uses resources more productively than the public sector. If government 
spending is productive, the larger government size may increase economic growth, and, at the same time, private 
investment growth. However, the statistical data shows that the government size is larger in high developed 
countries, and government size determines the higher tax burden on the private sector. Bergh & Henrekson (2011)
give some explanations why some countries with high taxes reach high average economic growth: first of all, 
countries with higher social trust levels are able to develop larger government sectors without negative effect on 
economy, and, second, countries with large government sector compensate for high taxes and spending by 
implementing market-friendly policies in other areas. Oto-Peralias & Romero-Avila (2013), Berggren, Bjørnskov, & 
Lipka (2014) confirm a negative growth effect of government size. The authors highlight the importance of 
government legitimacy and institutional quality because these factors can exacerbate the negative growth effect of 
government size. This paper attempts to shed light on these different views in the scientific literature, assessing the 
link between government size, the tax burden and private investment in the case of the EU countries.
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2. Research methodology
The link between government size, the tax burden and private investment is assessed in this paper. According to 
European Commission (2010) recommendations, implicit tax rates are used as a measure of the tax burden. Total 
general government revenue to GDP ratio is used as a measure of a government size. Several indicators of private 
investment are used: gross investment rate of households, gross investment rate of non-financial corporations, 
households investment to GDP ratio, business investment to GDP ratio. Several control variables are used: real GDP 
per capita and total government debt. The description of indicators used in this research is presented in Table 1.
Table 1. The description of indicators
Indicator Notation Definition
Total general government 
revenue (% of GDP)
Government size The sum of all general government revenue divided by the GDP
Implicit tax rate on 
consumption (%)
ITR_Con All consumption taxes divided by the final consumption expenditure of private 
households on the economic territory (domestic concept)
Implicit tax rate on labour (%) ITR_L The sum of all direct and indirect taxes and employees’ and employers’ social 
contributions levied on employed labour income divided by the total 
compensation of employees working in the economic territory 
Implicit tax rate on capital (%) ITR_Cap The sum of revenue from all capital taxes divided by the all  potentially taxable 
capital and business income in the economy
Government debt (% of GDP) Government debt The total consolidated gross debt at nominal value at the end of the year (in the 
following categories of government liabilities: currency and deposits, debt 
securities, and loans) divided by the GDP
Gross investment rate of 
households (%)
Housholds 
investment rate
Gross fixed capital formation devided by the sum of Gross disposable income
and the adjustment for the change in pension entitlements (receivable (+) /
payable (-))
Gross investment rate of non-
financial corporations (%)
Corporations 
investment rate
Gross fixed capital formation devided by Gross value added
Households investment to GDP 
ratio (%)
Households 
investment
Gross fixed capital formation devided by the GDP
Business investment to GDP 
ratio (%)
Business 
investment
Gross fixed capital formation devided by the GDP
GDP per capita (constant 2005 
EUR)
GDP per capita Real GDP per capita divided by the average population of a specific year
Growth rate of real GDP (%) GDP growth The GDP at current prices are valued in prices of the previous year and the thus 
computed volume changes are imposed on the level of a reference year
Source: European Commission, 2010, European Commission (Eurostat Database)
Research sample. This study is carried out using annual data of 20 of the EU countries (Belgium, Czech 
Republic, Denmark, Germany, Estonia, Ireland, Spain, France, Italy, Latvia, Lithuania, Hungary, Netherlands, 
Austria, Portugal, Romania, Slovenia, Slovakia, Finland, and Sweden). The research sample was determined by the 
heterogeneity of the data. The study covers 2003 – 2012. The cross–sectional data is used. Arithmetic average is 
used for calculation of the cross–sectional data. The source of the data is the European Commission’s Eurostat 
database.
The link between government size, the tax burden and private investment is assessed using following statistical 
methods: hierarchical cluster analysis, descriptive statistics, correlation analysis (Spearman’s rho correlation). 
Microsoft Excel and IBM SPSS Statistics 17.0 software packages are used.
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3. Research results
The descriptive statistics of the 20 of the European countries shows that high differences between countries’ 
government size, the tax burden and investment indicators exist (see Table 2). This phenomenon could be explained 
by the fact that the economic development of the selected countries is different, and the economic development
usually determines the size of government and, at the same time, the level of the tax burden.
      Table 2. Descriptive statistics of the EU countries data
Indicator N Minimum Maximum Mean
Government size 20 33.2 55.8 43.1
ITR_Con 20 15.0 32.6 21.8
ITR_L 20 23.6 42.8 35.9
ITR_Cap 19 9.2* 43.7 24.1
Housholds investment rate 19 5.5* 17.1 9.1
Corporations investment rate 19 16.5* 34.4 24.0
Business investment 20 10.1 19.0 14.2
Households investment 20 2.7 8.6 5.5
Government debt 20 7.4 107.3 51.8
GDP per capita 20 4220 38000 20878
Note: * - there is no data in the case of Romania.
In order to assess the link between the government size, the tax burden and private investment, the Spearman’s 
correlation analysis was performed (see Table 3).
Table 3. Results of Spearman’s correlations
Indicator Government 
size
ITR_Con ITR_L ITR_Cap Housholds 
investment rate
Corporations 
investment rate
Business 
investment
Households 
investment
Government size 1.000 .618** .735** .732** .331 -.185 -.435 .338
ITR_Con .618** 1.000 .347 .070 .305 -.120 -.208 .062
ITR_L .735** .347 1.000 .423 .111 .027 -.102 .081
ITR_Cap .732** .070 .423 1.000 .149 -.219 -.347 .370
Housholds 
investment rate
.331 .305 .111 .149 1.000 -.218 -.513* .889**
Corporations 
investment rate
-.185 -.120 .027 -.219 -.218 1.000 .657** -.307
Business investment -.435 -.208 -.102 -.347 -.513* .657** 1.000 -.669**
Households 
investment
.338 .081 .370 .889** -.307 -.669** 1.000
Government debt .541* .023 .403 .635** .310 -.257 -.680** .571**
GDP per capita .759** .636** .392 .484* .603** -.406 -.635** .580**
Notes: **. Correlation is significant at the 0.01 level (2-tailed);
              *. Correlation is significant at the 0.05 level (2-tailed).
The correlation results show that there is a positive relationship between the government size and the tax burden, 
but there is no statistically significant relationship between the government size, the tax burden and private 
investment in the case of the selected research sample. The results show that there is a positive relationship between 
GDP per capita and these indicators: government size, the tax burden on consumption and the tax burden on capital.
The households investment in higher development countries is higher than that in lower development ones, but the 
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business investment to GDP ratio is lower. Very similar tendencies are in the case of countries with high 
government debt.
In order to assess the link between the government size, the tax burden and private investment
more comprehensively, the cluster analysis was performed. The EU countries were clustered using government size 
as grouping variable (see Table 4).
Table 4. Descriptive statistics of the clusters
Clusters 1st cluster 2nd cluster
Countries Belgium, Denmark, Germany, France, Italy, 
Hungary, Netherlands, Austria, Slovenia, Finland, 
Sweden
Czech Republic, Estonia, Ireland, Spain, 
Latvia, Lithuania, Portugal, Romania, Slovakia
Indicators N Minimum Maximum Mean N Minimum Maximum Mean
Government size 11 43.2 55.8 48.6 9 33.2 41.2 36.5
ITR_Con 11 17.5 32.6 23.8 9 15.0 23.7 19.3
ITR_L 11 35.3 42.8 39.3 9 23.7 40.1 31.7
ITR_Cap 11 16.4 43.7 28.1 8 9.3 31.2 18.4
Housholds investment rate 11 5.5 12.1 9.5 8 5.5* 17.1 8.6
Corporations investment rate 11 16.5 28.7 23.4 8 16.5* 34.3 24.7
Business investment 11 10.1 15.5 12.9 9 10.5 19.0 15.7
Households investment 11 2.9 6.9 5.7 9 2.7 8.6 5.4
Government debt 11 32.2 107.3 63.4 9 7.4 81.3 37.5
GDP per capita 11 8810 38000 27178 9 4220 37970 13178
Note: * - there is no data in the case of Romania.
The descriptive statistics of the clusters shows that, in the case of the higher government size cluster, the tax
burden is higher than that in the case of the lower government size cluster. The largest difference between the 
clusters is in the tax burden on capital, which is higher in the case of the first cluster. The tax burden on 
consumption is also significantly higher in the case of the first cluster. The taxes on consumption usually do not 
have negative impact on private investment. Therefore, the countries of the second cluster have space to increase the 
consumption taxes in order to solve the problems associated with government budget deficits. Despite the significant 
differences between the clusters in the tax burden, there is no large difference between investment indicators. The 
differences between the clusters can be explained by the fact that, in the first cluster, high developed countries 
dominate. $FFRUGLQJ WR 6LQHYLþLHQơ  WKH WD[ EXUGHQ KDV a negative impact on private investment, and the 
results of this research do not deny this conclusion, but, on the other hand, the results do not prove that a negative 
relationship between government size and private investment exists. The results show that countries’ economic 
development better explains the level of private investment than that the government size and the tax burden in the 
selected the EU countries’ sample.
Conclusions
There is a view in the scientific literature that the decrease in the tax burden leads to the increase in savings and 
economic growth because the private sector uses resources more productively than the public sector. The larger 
government size may increase economic growth, and, at the same time, private investment growth only in the case if 
government spending is productive. High social trust levels, market-friendly government’s policies in other areas,
high institutional quality also are important.
The empirical research results showed that the higher tax burden is related to higher government size, but the
government size and the tax burden cannot be treated as the only detrimental factors of private investment. The 
results show that the level of private investment depends on countries’ economic development, and the economic 
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development better explains the differences of private investment level than that the government size and the tax 
burden. According to the scientific literature, institutional quality and government effectiveness can explain this 
phenomenon.
From the policy making perspective, the taxation structure should be considered as important determinant of 
private investment, the improvement of institutional quality and government effectiveness also should be 
considered. In the further research, the quality of the government and the government spending effectiveness should 
be considered assessing the link between the government size, the tax burden and private investment in order to get 
more comprehensive results.
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